CALIFORNIA STATE TEACHERS’ RETIREMENT SYSTEM

BILL ANALYSIS
Senate Resolution 22 Senator Dunn (As introduced 9/14/01)
Position: Support, if Amended (Staff recommendation)
Proponents: None known
Opponents: None known

SUMMARY

Senate Resolution 22 requests the California State Teachers’ Retirement System (CalSTRS), the
California Public Employees’ Retirement System (CalPERS), and other state agencies consider
ending their investments in any company that participates in the wholesale energy market and
does not comply with the requirements of a subpoena issued by the Senate Select Committee to
Investigate Price Manipulation of the Wholesale Energy Market (Select Committee).

HISTORY

AB 107 (Knox—2000) would have prohibited new or additional investments in tobacco
companies by CalSTRS and CalPERS on and after January 1, 2001, and would have required the
divestment of existing tobacco investments by July 1, 2002. It also would have provided
indemnification for CalSTRS and CalPERS board members.

AB 2745 (Kaloogian—2000) would have required CalSTRS and CalPERS to investigate and
report to the Legislature with respect to investments in foreign companies that pose a threat to
national security.

SB 1928 (Haynes—2000) would have required CalSTRS and CalPERS to investigate and report
to the Legislature with respect to investments in foreign companies that pose a threat to national
security.

Chapter 1200, Statutes of 1982 (SB 211—Keene) enacts provisions relating to the personal
liability of members of the Teachers’ Retirement Board (Board).

CURRENT PRACTICE

The fiduciary standards in the Teachers’ Retirement Law (TRL) require the Board, CalSTRS
officers and employees to discharge their duties with respect to the System solely in the interests
of the members and beneficiaries for the exclusive purpose of providing benefits, and to defray
reasonable expenses of administering the plan. The Board is also governed by Article XVI,



California State Teachers’ Retirement System
SR 22 (Dunn)
Page 2

Section 17 of the state Constitution, which requires that a retirement board’s duty to its
participants and their beneficiaries shall take precedence over any other duty.

These fiduciary standards require members of the Board to act with the care, skill, prudence and
diligence that a prudent person acting in a like capacity and familiar with those matters would
use in the conduct of an enterprise of a like character and with like aims. They must diversify
CalSTRS’ investments so as to minimize the risk of large losses, unless under the circumstances
it is clearly not prudent to do so. The TRL also provides, under certain circumstances, for the
personal liability of a board member for breach of the prescribed duties and responsibilities, or a
breach of fiduciary duty.

DISCUSSION
Specifically, Senate Resolution 22 makes the following findings:

e The Legislature has the authority to issue subpoenas to gather information on matters of
public policy so they may take appropriate action.

e Individuals and companies doing business in California have a responsibility to support
California institutions and processes (i.e., complying with legislative subpoenas).

e The State should disassociate itself from those doing business in California that refuse to
cooperate with its institutions and processes.

e The State Senate created the Select Committee to Investigate Price Manipulation of the
Wholesale Energy Market to identify legislative remedies to California’s energy crisis.

e C(Certain participants in the wholesale energy market subpoenaed by the Select Committee
have impeded the Legislature’s ability to solve the energy crisis by failing to appear before
the committee, comply with its requests, or raise a proper claim of privilege.

e State agencies invest in businesses that participate in the wholesale energy market.

As a result of these findings and as an expression of intent by the State Senate, SR 22 requests
that CalSTRS, CalPERS, and other state agencies immediately consider divesting themselves of
any stocks, shares or financial investments, and terminating any joint venture, partnership, or
similar business arrangement with any company, its subsidiary or affiliate, that does not comply
with the requirements of a subpoena issued by the Select Committee.

The Select Committee

For the 2001-02 legislative session, the California Senate established an eight member Select
Committee to Investigate Price Manipulation of the Wholesale Energy Market (Select
Committee), to find the causes of the state’s energy crisis during the winter and spring of 2001,
and to formulate legislation that would remedy the problems that caused the energy crisis. SR 14,
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which passed the Senate 29-6 on July 19, 2001, gave the Select Committee subpoena power to
assist in their investigation.

According to legislative staff, the Select Committee has subpoenaed 16 former board members
of the California Independent System Operator (ISO), consisting of industry representatives, to
appear at their meetings, and served subpoenas to eight wholesale energy trading firms for
documents relating to their trading strategies and business practices. The eight firms are AES,
Duke, Dynegy, Enron, Mirant, NRG, Reliant, and Williams. As of December 31, 2001,
CalSTRS’ holdings in the eight companies under investigation by the Select Committee were
approximately $237 million, about two-tenths of a percent of the total market value of CalSTRS’
investment portfolio. Although six firms have not fully complied with the Select Committee’s
requests, it has only found Enron in contempt. It has requested (1) the Attorney General to
conduct a criminal probe into allegations of document shredding by Enron, and (2) formal action
by the full Senate to find the company in contempt. According to recent newspaper accounts,
Senator Dunn, Chair of the Select Committee and author of SR 22, has asked the Senate to
approve fines of $1 million per day and criminal charges against company executives.

CalSTRS Corporate Governance

Last summer, CalSTRS’ Chief Investment Officer joined representatives from CalPERS in
meetings with the executives of the energy trading firms firms. Their discussions focused on the
duties they have as responsible corporate citizens and the actions that are in their best long-term
corporate interest and the California economy as a whole. Divestment by the Board would not
increase the probability that an affected company would comply with a legislative subpoena and
does little to improve the sort of dialogue previously undertaken by CalSTRS and CalPERS. In
fact, divestiture removes any influence that the retirement systems may have as major
shareholders, either on their own or acting jointly, on the behavior of corporate officers or
operations of the company.

The Board is required by the state Constitution to undertake due diligence on complex and
serious issues regarding the appropriateness of different types of investment securities and
investment strategies. By asking it to consider divestment of companies that fail to comply with a
legislative subpoena, the state Senate asks the Board to decide the point at which the
Legislature’s ability to gather information outweighs the negative impact to the CalSTRS’
portfolio. This does not appear to be a matter of social injury similar to other issues raised by the
Legislature in recent years. While the Board may consider action on these grounds, it is outside
the scope of CalSTRS’ investment criteria as outlined in the Statement of Investment
Responsibility. As a result, absent a major change in the Board’s policy, it is very unlikely that
CalSTRS would decide to divest itself from a firm that failed to comply with the subpoena. An
alternative to divestiture that might affect the firm’s behavior would be to increase the level of
corporate governance activity by the Board, including direct communications with the firms’
board of directors, or a request by the Board that the firm’s management appear before the Board
to explain why it has not complied with the subpoenas.

FISCAL IMPACT
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Benefit Program Costs — While the performance of the investment portfolio affects the ability to
fund the benefits CalSTRS may offer its membership, SR 22 does not directly impact the benefit
programs.

Administrative Costs — Considering whether to divest itself of specific investments would not
impose significant administrative costs. However, if CalSTRS divested itself of non-complying
companies, the Teachers’ Retirement Fund would experience investment opportunity costs.
There also could be major costs associated with removing companies found in non-compliance
by the Select Committee transitions from CalSTRS’ portfolio. In addition, divestment would
require ongoing staff time to monitor the activity of fund managers to ensure that the restricted
equities are not purchased. Finally, there would be potential transaction costs to restore the firms
to the portfolio once the firms complied with the subpoenas. This removal would also necessitate
substantial changes to the Investment Management Plan.

RECOMMENDATION

Support, if amended to instead request that CalSTRS take appropriate corporate governance
action against any company, its subsidiary or affiliate, that does not comply with the
requirements of a subpoena issued by the Select Committee to Investigate Price Manipulation of
the Wholesale Energy Market. Given the Board’s fiduciary duty to CalSTRS members, it is
unlikely that it would determine that divesting itself of its investment in firms that did not
comply with the Senate subpoena would be appropriate. Maintaining CalSTRS’ status as a
shareholder and increasing its level of corporate governance activity could be more effective in
changing the firm’s behavior.



